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Constructive Auditing Services
by THOMAS B. HOGAN
Partner, New York Office
Presented before the Iowa State Society of Certified Public Accountants, Davenport, Iowa—May 1961
T H E

TRADITIONAL FUNCTION of the auditor has for many years been
regarded as the verification and the interpretation of financial information. This was the accountant's function as early as the medieval
period. During the last half century, however, the auditor has become
increasingly preoccupied with other functions. The introduction of
the income tax statutes shortly after the turn of the century and the
increasing complexity of both the federal and state income tax laws
has required the auditor to spend a considerable part of his time and
effort on tax matters. The introduction of various types of bookkeeping machinery to handle accounting records—and I am here thinking
not only of punch-card and electronic data-processing equipment but
also of cash registers, bookkeeping machines, adding machines and so
on—has also required the accountant to become something of what
one of my partners has called a "hardware specialist." The enactment
of renegotiation legislation by the federal government during both
World W a r I and World War II has required the accountant to spend
some part of his time on renegotiation matters and the complications
of cost accounting. Within recent years we have seen grow up in our
profession Management Advisory Services or Systems Services which
have taken a considerable part of the time and effort of the Certified
Public Accountant attempting to keep abreast of systems and procedures relating to the accounting, financial, and production functions
of his clients. This preoccupation with income tax matters, systems
work, renegotiation work, and machine accounting has tended, I think,
to dull somewhat our sense of what I believe to be our primary function ; that is, the interpretation for our clients of the financial information that we have developed in the course of our audit.
I am not attempting here to downgrade the importance of these
new functions. Certainly advising clients on tax matters, on systems
work, on the use of modern accounting machinery, on the use of the
techniques of renegotiation is an important part of our work, but what
I am trying to do, really, is to re-emphasize what I think is one of
the primary functions of the auditor.

402

OPPORTUNITIES FOR CONSTRUCTIVE S E R V I C E
A l l of us from time to time have been exposed to various kinds
of accounting activities that could be improved by the use of bookkeeping machinery, cash registers, adding machines, punch-card accounting
or electronic data-processing equipment. I think all of us are agreed
that it is well within our province to recommend to management of
a company the use of this kind of business "hardware" to simplify its
accounting operations, improve its reporting techniques, or accelerate
the issuance of financial statistics. A l l of us, I am sure, have from time
to time recommended to our clients the improvement or the modification of internal procedures so that management gets more accurate or
more complete or more meaningful reports. Certainly a very important part of our work has been the shaping of recommendations
leading to the minimization of income taxes. These are areas in which
we, as a profession, have been helpful to our clients and that have
been helpful to us as a profession by up-grading our importance.
Constructive suggestions to a client are good for him and for us if
they serve to re-emphasize that we, as a profession, are an important
part of the business community and play an important function in
assisting the profit motive of our clients. There are, however, many
other areas, where as a profession we have not been equally effective
or equally alert to our opportunities for constructive service and these
areas deal with the analysis and the interpretation of the financial
information obtained during the course of our audit.
INTERPRETATION OF F I N A N C I A L INFORMATION

No one will quarrel, I think, with the statement that the verification of financial information is an essential primary function of the
independent certified public accountant. This is the "bread and butter"
part of his business, his reason for being. I submit that if you accept
the validity of this general statement, then the verification of financial
information and the interpretation of that information for the benefit
of the management of the company go hand in hand. The accountant
who passes on the adequacy of the reserve for doubtful accounts but
who does not review critically the sales and credit policies giving rise
to losses on accounts receivable in my opinion does only half a job.
The accountant who passes on the provision for doubtful accounts
without considering the reasons for losses, the trend in losses, and
the kind of losses suffered does both himself and his client a disservice.
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There are, I believe, two fundamental auditing procedures on
which all of our techniques necessarily rest. One of these procedures
is the review of the internal control existing in a client's organization.
The purpose of this review of internal control, as you well know, is to
determine the extent to which auditing tests should be applied and
the nature of the tests to be applied. A second fundamental auditing
procedure is the analytical review of the operation of the company to
determine the periods in which the tests should be applied and the
extent to which these tests should be applied in given areas. These
fundamental auditing procedures and the related tests applied during
the course of the audit furnish the independent accountant with a
considerable amount of information. Certainly we have all thought
of our work as requiring us to report to our client those weaknesses
in internal control that have come to our attention during the course
of the audit. This is most commonly thought of as an essential byproduct of a good audit—the suggestions for the improvement of
internal controls. In reviewing letters we have issued to our clients,
I find that in a good many cases we are inclined to think that recommendations relating to the improvement in internal control suggest
the use of more controls or more effective use of existing controls.
I submit, however, that too often we fail to think of situations where
there is over-control of a given situation; where the company has
gotten into the habit of establishing too many procedures or requiring too many approvals which clutter up the day-by-day operations.
A l l of you, I am sure, are familiar with situations where management
in an abundance of caution has established controls over relatively
small petty-cash funds and the accountant because of his natural conservatism has been reluctant to suggest the elimination of controls
that now exist. I know of one specific situation where a $500 imprest
petty-cash fund is required to be counted by the office manager each
Monday morning. This I submit is a waste of time for the office
manager for it provides no effective control over any significant portion of the company's funds and should logically be discussed by the
accountant with management.

F I N A N C I A L S T A T E M E N T S AS BASIS F O R A N A L Y T I C

REVIEW

Rather than talk in broad generalities, let's for a few minutes,
at least, discuss specific situations. Let us assume that you have been
asked to serve a client that manufactures a product sold in three or
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four states through direct sales. Your client is an old established
company whose sales have grown steadily but not particularly dramatically over recent years. The company's affairs are managed by
the owner of the company who has been active in the conduct of its
affairs for a number of years, and by his two sons; one son handles
manufacturing and the other handles sales. The accounting functions
are performed by a lady bookkeeper who operates as Chief Bookkeeper,
Treasurer, Controller. The Board of Directors consists of the owner,
his two sons, the president of a local bank, and the attorney for the
company. The annual sales volume runs about $2 million on which
the company realizes a gross profit of about $200,000 and a net profit
after taxes of about $75,000. The company prepared its own tax
returns, both federal and state, for a number of years. The owner
of the company has decided that the time has come to bring someone in from the outside to prepare the tax returns and has asked
you to do this. Your initial conference with the owner of the company
indicates that you will be required to prepare a federal return and two
state returns and you guess that your fee will be somewhere in the
neighborhood of $500.
I have deliberately picked this case as an illustration because it
seems to me that it would fall within the framework of a practice that
is familiar to most of us. It may be somewhat larger than the experience of some and somewhat smaller than the experience of others but
I think it would be a typical case for the average accountant.
Looking at the trial balance the first thing you notice is that there
is cash on deposit in the local bank at December 31, in the amount of
about $500,000. This of course prompts an immediate tax question:
Do you have an unjustified accumulation of cash problem—a so-called
Section 102 problem. Y o u discuss the matter with the president of
the company, and decide that you probably do not have a serious
problem because this cash is being accumulated for the purpose of
building a new plant. But hold on there, have you finished all that
you should do with respect to the problem? Or should you consider
how much cash there is on deposit that is actually in excess of dayby-day operating requirements? Suppose you find, for example, that
this cash balance never gets much below $300,000, that it sometimes
gets as high as $700,000, and that you find also that the company never
borrows money from its local bank. Do you have an obligation or
a responsibility to point out to the president of the company that
this cash appears to be in excess of operating requirements and that
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this cash on deposit earns no income? Do you have the obligation to
suggest to the president of the company that if this excess cash of,
let us say, $250,000 was invested in high-grade marketable securities,
this company might enjoy a return of 4 per cent or 5 per cent on the
money so invested? While $10,000 worth of additional income may
not at first blush sound like any substantial increase in earnings,
considering our typical illustration, an increase of $10,000 in net income would be the equivalent of an increase of $200,000 in sales
volume. While your typical company president strives long hours to
increase sales volume, here is made available to him the possibility
of realizing income equivalent to a 10 per cent increase in sales volume.
Let's continue on down the trial balance; the next large item we
run across is inventories. In reviewing the inventories, we discover
that it consists basically of two kinds of raw material—some steel
plates and some copper fittings. Y o u find that the steel plates on
hand are sufficient to take care of about six-months' production, and
the copper fittings are equivalent to about one-month's production. In
discussing the matter with the man who handles manufacturing you
find that the reason a large quantity of steel plate is on hand is because
the company was able to obtain a 5 per cent discount by purchasing
the steel in large quantities. During the conversation you also find
out, however, that because it is necessary to store this steel outdoors
and exposed to the elements, it is necessary for the company to spend
some time and effort cleaning the steel before it is put into production.
This arouses your curiosity and you analyze the effect of purchasing
the steel in large quantities. Whereas on the one hand the discount
amounted to somewhere in the neighborhood of $5,000 because of the
large quantities purchased, the rework costs, as far as you can measure
them, amount to somewhere around $4,500. This, I think, would be
interesting information for management—that this apparent large
savings resulting from quantity purchasing may evaporate in the cold
grey light of day when the other related costs are computed. This is
the kind of interpretation of financial information that I think is useful
and important and helpful to management.
Let's move over to the liability side of the balance sheet. In
connection with the analysis of the accounts payable you notice that a
considerable part of the accounts are paid at the expiration of thirty
days and that the company consistently fails to take advantage of the
discounts. Your review of the bookkeeping procedures followed indicates that this failure to take advantage of discounts is caused by the
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necessity for the president of the company to initial and approve every
invoice. Your review of the internal control has also indicated that
only the president of the company is authorized to sign checks and that
the invoices, therefore, after they have been processed by the bookkeeping department, are returned to the president with the checks,
which he signs. It would seem to me that it might be logical to
recommend to the president of the company that the invoices be
processed for payment by the bookkeeping department without his
prior approval and that he indicate his approval of the invoice at the
same time he signs the check. In order to give added weight to the
matter of your suggestion it would seem to me to be reasonable to
compile some rough estimate of the number of dollars of discount
the company is not taking advantage of each year. This is a situation, I think, where you can improve the company's operating procedures and not in the last analysis weaken its internal controls.
Let's move over to the income statement and see what, if any,
constructive suggestions are available here. Y o u remember that an
earlier part of your assignment for this client was to prepare federal
and state income tax returns; that in doing this you need of course
to analyze sales by state in order to determine sales volume within
each state. One of the states in which the company sells its products
is New York. Your analysis of sales to customers located within the
State of New York indicates that, of the total volume of $2 million,
sales to New York customers amounted within the last full fiscal year
to $400,000. If you remember, the company enjoyed an over-all grossprofit ratio of about 10 per cent, which indicated the company's gross
profit on these sales was about $40,000. Your analysis of operating
expenses indicated the company maintains a sales office in New York
and that in the New York office there are two salesmen and a secretary
employed. Salary costs amount to about $25,000 a year and rent for
the office quarters to about $6,000, making total direct costs of maintaining the New York sales office $31,000. In other words, only 5
per cent of the profits are derived from 20 per cent of the company's
sales volume. This seems to me to be a logical kind of information
for a company's independent public accountant to call to the attention
of the management.
OBSERVATIONS ON A N A L Y T I C REVIEW

Let me use the four illustrations I have just mentioned as a
springboard for making several general observations.
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Number one: It seems to me essential for the accountant to
maintain the inquiring mind for which the certified public accountant
is famous—or infamous—that outlook on life that permits him to
look at financial information and financial statistics critically and intelligently, that permits him to digest a set of financial facts and come
out with some reasoned and intelligent conclusions on their significance. To revert to the cash-on-deposit situation first mentioned: W e
as an accounting profession too often jump to the questions raised
by tax matters and too often forget, I am afraid, the operating questions that the same set of facts might raise. T o use the inventory
situation in order to make a general observation, let me say that we,
as a profession, too often are content to resolve the audit question—
that is, the possible obsolescence of the steel plates that were on hand
for six-months' production—and too frequently fail, once we have disposed of the auditing question, to think of the operating questions—
the financial aspects of these numbers we have seen. The accountspayable situation, I think, points up possibly an object lesson. Too
often, we as an accounting profession consider our task finished when
we have reviewed the effectiveness of the existing internal-control
procedures without considering whether some equally effective control procedures are available which the company can avail itself of
and produce either cash savings, as was done in my illustration, or
increased efficiencies. So my first general observation is that from all
points of view we must continue to look critically and inquiringly at
the financial information we develop during the course of our work.
Let me make a second general observation. The accountant who
compiles this information reviews it critically, holds it out at arms'
length, looks at it soberly, and comes to certain conclusions with respect to what he has seen, must also recognize that he is an advisor, a
suggestor, a consultant. H i s job is not to make final decisions; he can
only suggest what the facts seem to indicate. To revert to my cash
situation for a moment: The accountant determined there was excess
cash on deposit, determined further that this excess cash could possibly
be invested in securities that could produce a rate of return of, let's
say, 4 per cent. It would seem to me that only a very bold certified
accountant would recommend to his client what kind of securities
the client should purchase, for that is not within the average public
accountant's professional competence. Furthermore, only a very rash
accountant would put himself in the position of saying to the presi408

dent of our mythical company that he should invest in short-term
securities. He should limit himself, it seems to me, to a recommendation that consideration be given to the possibility of investing. Y o u
will remember in my illustration that one of the directors of this
mythical company was the president of the local bank where the
funds were on deposit. The president of your client might consider it
politically desirable or advantageous for any one of a dozen reasons
for this company to leave its money on deposit in a local bank rather
than to invest in short-term securities in W a l l Street. This is a decision
your client must make under wider circumstances known to him. In
other words, the final decision on how your client conducts his affairs
must in the last analysis rest solely and totally in his hands. Your
job is to advise, to consult, to suggest, and to recommend, but hardly
ever to decide.
A third general observation might very well be called for. In
most cases the figures you have compiled or the financial information
you have obtained will be developed as a kind of by-product of your
auditing or tax work. The client should be warned that these calculations or computations are based on facts you have in your possession,
that these facts may not necessarily be complete, that you have had
to make certain assumptions, and that to such extent the end result of
your finding is subject to challenge, to critical review and possibly to
alteration. For example, in our inventory situation, we assumed that
a substantial part of the discounts the management obtained from
purchasing in quantity were lost because of the rework costs. It is
a logical assumption on the basis of the numbers then available to the
accountant. However, the president of the company may point out
with equal force and vigor that this was not the only reason he purchased the steel in large quantity, that he feared a railroad strike might
preclude shipment of steel in the quantities needed to keep ahead of
production requirements, or that he was forced to buy the large quantity because of the steel supplier's insistence on making large shipments rather than small shipments. Again, any one of a number of
reasons beyond the ones you have heard may have prompted management to do something. The good certified public accountant who
is worth his salt will approach these situations carefully and gingerly,
putting into his report, if it is written, such caveats as need to be
in there to protect him and to protect his client from improper
conclusions.
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M A R K E T FOR C O N S T R U C T I V E S E R V I C E
Let me ask the theoretical question as to whether our clients need
this kind of help. In an answer to that theoretical question I submit
that the smaller the client the more help it needs in this direction.
The General Motors and the U . S. Steel and other corporations have
developed within their organizations groups of people who are charged
with the responsibility of reviewing critically the finanical statistics
that the accounting department generates. The middle-size corporation
will probably have a financial vice president who is charged with this
responsibility of reviewing the numbers the controller's department
has turned out. It is in the small company where the management
is engaged in the day-by-day activities of running the business where
the certified public accountant can bring the greatest help. Again,
reverting to our mythical corporation, remember the president of this
company is undoubtedly quite a busy man and that his two sons, one
who handles the sales effort, and the other the manufacturing effort,
are undoubtedly also pretty busy fellows. The lady bookkeeper is
undoubtedly working fairly long hours taking care of the myriad
details incident to running a bookkeeping system. None of these
people have the time to sit back and reflect on the financial information
being ground out daily by the bookkeeping machines. Indeed none
of them probably have the training that may be required to analyze
critically and compare the various financial materials being developed.
There was in the June 1960 issue of the Harvard Business Review
a very interesting article entitled Can Small Businesses Use Consultants?
The author of this article pointed out that there are over 4,300,000
businesses in the United States with less than 500 employees and that
these businesses constituted 96 per cent of all business establishments
and contributed 50 per cent of the total economic effort. It is to these
establishments that the Certified Public Accountant can bring to bear
his most constructive services. Certainly it is companies of this size
that need the greatest help in tax areas, in accounting recommendations, and I submit, equally important, in the interpretation of the
financial information they have been compiling. They need the suggestions and recommendations that will help them improve their
efficiency of operation and the profits derived from their activities.
For example, when was the last time any of us suggested that a small
individual proprietorship, partnership, or closely held corporation
develop a budget? A n d yet budgeting is closely related to accounting.
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It is the first step in financial planning. A small business that cannot
afford a full-time controller instead of or in addition to a bookkeeper
has no one as readily available to assist it in budgeting as its Certified
Public Accountant. Budgeting is in effect planning for profits, and if
the Certified Public Accountant assists in it, he will be identified in
the minds of the management of that company with the profitability
of the business. Budgeting has a second advantage. Budgeting leads
to the consideration of subsidiary problems, such as cost determination
and analysis, inventory control, working-capital forecast and other
services that the Certified Public Accountant is competent to render.
The budgeting process develops a close relationship between the Certified Public Accountant and top management. It requires discussion
of all features of the business. A Certified Public Accountant who is
generally familiar with the organization and financial structure of his
clients can assist materially in the preparation of a sound budget.
ECONOMICS OF CONSTRUCTIVE SERVICE

Let's talk a little bit about the economics of this kind of service. I
am sure many of you are saying that it is all well and good to talk
about rendering all this kind of service, but how do you expect to prepare a federal return, three or four state returns, and get involved in
all this fancy analysis and interpretation and compilation for a $500
fee. The answer very simply is that I don't expect any Certified Public
Accountant can take on all this work and do it well and intelligently
without a fee somewhat higher than was used in my illustration,
but let's look at this question of fee from the client's point of view.
For $500 you prepared his federal and state tax returns and gave him
virtually nothing else. This was lost money. It produced nothing
except the necessary evil of a completed tax return. Your clients are
very apt to say that the Certified Public Accountant doesn't do very
much except to take the figures my bookkeeper has compiled and put
them on the right lines in the tax return and I don't see them from
one March until the next March. But suppose you developed for him
some interesting statistics that had the effect of increasing his profits
or increasing his efficiency. I would be inclined to think that the
average client would be prepared to pay much higher fees if he received
more in the way of constructive service from his accountants than he
would be to pay small fees that produced nothing except more paper.
Let's look at this question of constructive service from another angle.
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Can the Certified Public Accountant maintain his position in the financial community and, specifically, with his clients without expanding
his services beyond auditing and tax work? If the Certified Public
Accountant does not extend the scope to include service identified
to the maximization of profits, will the use and the development of
accounting for such management purposes become the province of
others? I submit that our clients have a genuine need and desire
for this kind of constructive help from their Certified Public Accountants and that the overwhelming majority of our clients are willing
to pay for this additional service if it is intelligently and effectively
rendered.
W e as Certified Public Accountants have worked long and diligently to establish an accredited profession. The standards of performance and competence thus attained have placed us in a position
where our recommendations are accepted with confidence. It seems
clear to me that it is timely and right for the Certified Public
Accountant to concentrate on rendering constructive service to the
management of the clients that he serves. It affords him a real opportunity to expand his practice in service areas and to cement his relationships with existing clients.
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